In order to examine whether the internal control quality affects the M&A performance (stock market return and accounting return) of acquiring firms after the Chinese SOX (Sarbanes-Oxley Act) issued, we select 126 mergers and acquisitions (M&A) deals of Chinese non-financial listed companies on Shanghai and Shenzhen Stock Exchange in 2010 from the CSMAR (China Securities Market & Accounting Research) Database. And we use content analysis to construct a score to quantify the internal control quality of Chinese listed companies. We examine the relationship between the quality of internal controls and the performance of bidding firms with event study and multivariate regression analysis. Our results indicate that the internal control quality of acquirers is positively related to the accounting rates of firms. The higher quality of internal control means that acquirers with better internal control system would be more likely to benefit from M&A activities and create more value for the their own companies and shareholders. Another result is that investors on the stock market are more optimistic about M&A activity lauched by firms which enjoy higher ICQS (the Internal Control Quality Score).
Introduction
M&A means that a company purchases all or part of another enterprise assets or equity to affect the control of the enterprise being acquired, to achieve its business objectives like entering new markets, increasing market share, or diversifying their operations. Prior research suggests that results from mergers and acquisitions (M&A) are often disappointing compared with results predicted or expected. The majority of M&A activities even caused decline to the bidding companies' performance. However, M&A is still one of important means for enterprises to optimize the allocation of resources and expand into a new industry rapidly. M&A have been occurring frequently in the market, some companies could benefit from M&A. Over the years, domestic and foreign academics have done a lot of research on the performance of M&A with different research methods and angles. Western literatures have obtained similar results that M&A in general can make the target companies earn positively abnormal returns, but for the bidding companies, it is a little more difficult to benefit from mergers and acquisitions.
The entire M&A process is a complicated project, including looking for the target company, the decision making, developing the program of acquisitions, due diligence, and integration phase after takeover completed. Each stage will affect the performance of deals. Whether the decision of M&A is consistent with the long-term strategic objectives of the firm will play a key role on the performance of M&A. Un-strategic M&A tend to make the company fall into the plight of a long time. Rational decision-making and effective implementation of mergers and acquisitions will fundamentally guarantee the company to gain from mergers and acquisitions. The better internal control system tends to mean that firms enjoy stricter process of operational decision making.
After the promulgation of the US Sarbanes-Oxley Act in 2002, which is regarded as the most far-reaching reforms of American business practices since the time of Franklin Delano Roosevelt, China in May 2008 also enacted the Basic Norms for Enterprise Internal Control which is regarded as the Chinese Sarbanes-Oxley Act. The basic elements of Chinese internal control also include internal environment, risk assessment, control activities, information and communication, internal super-vision. After the Sarbanes-Oxley Act, to strengthen internal control is increasingly becoming an important method of many countries to improve the level of corporate governance to enhance the ability of risk prevention of firms. While simultaneously, in recent years, academic research on internal control is becoming more and more popular.
Internal control has a significant effect on solving agency problem, strategic decision making, strategic management and risk management which would affect performance of M&A. [1] found that managers' objectives driving M&A which might made an impact on corporate performance. Thomas Straub (2007) [2] in his book-Reasons for Frequent Failure in Mergers and Acquisitions-promoted an understanding of factors underlying M&A performance in business research and scholarship to help managers in the decision making process. PeiLing [3] thought that agency problem was one of reasons of bad performance of postacquisitions among Chinese listed companies. Therefore, we assume that the quality of internal control would affect the performance of M&A.
We begin our analysis by examining between internal control quality and M&A performance. We use content analysis to measure the quality of internal control of acquirers. According to the COSO five elements of internal control, we calculate the Internal Control Quality Score (ICQS) to reflect the level of internal control based on the level of detail of relevant internal control information from public documents in 2010.
In May 2008, five departments such as China Securities Regulatory Commission and the Ministry of Finance jointly issued the Basic Norms for Enterprise Internal Control, which required listed companies to comply with since the July 1, 2009. On the other hand, in order to obtain the financial data in the event year and the first year after the M&A, we select listed companies from the Shanghai Stock Exchange and Shenzhen Stock Exchange which completed M&A activity in 2010. Then we use multiple regression to test the collected data to test the relationship between internal control and the performance of M&A.
After empirical research with multiple linear regression model, we conclude that M&A performance is positively associated with the quality of internal control. The acquirers with higher internal control quality will be more likely to effectively control the process of M&A and to make M&A activities become one of successful ways to achieve their long-term strategic objectives.
The remainder of this paper is organized as follow: Section 2 discusses prior research on the performance of M&A and the effects of internal control. Section 3 put forward our hypotheses. Section 4 describes the method of the study. Section 5 presents empirical results. Section 6 draws some conclusions.
Prior Research

Performance of M&A
M&A activities originated in the late 19th century. After that there have been six massive waves of mergers and acquisitions so far. While simultaneously, the number of research on the performance of M&A is also increasing.
Jensen, Ruback (1983) [4] investigates 13 successful mergers and acquisitions in the United States and found that targets would benefit 20% -30% abnormal returns from the M&A cases, the acquirers, however, could gain only 4% of the equity premium. Gregg Jarrell and Annette Poulsen (1989) [5] analyze more than 450 successful M&A deals between 1963 and 1986, discover that the average abnormal returns of targets could be more than 20%, but the acquirers' return is not obvious, only 1.14%. Healy P.M., Palepu K.G., Ruback R.S. (1992) [6] examine the post-acquisition performance for the 50 largest US mergers between 1979 and mid-1984 and they find that merged firms show significant improvements in asset productivity relative to their industries.
Hongqi Yuan (1998) [7] values the post-merger performance of acquiring firms by accounting rates return to empirically test the M&A deals in 1997 and finds that the acquirers' earnings per share (EPS) and the rate of return (ROE) on common stockholders' equity are both improved, the liability ratio declines compared with last year. Genfu Feng, Linjiang Wu (2001) [8] and Hongli Wang (2005) [9] use accounting rates of return (like main business's increasing rate of income, the rate of return on total assets, etc.) to examine the performance of mergers and acquisitions. Their conclusions are similar that deals could not improve the acquirers consistently. The postmerger performance of acquirers will experience a process that increased first and then decrease. Xin Zhang (2003) [10] does empirical research on 1216 cases during 1993-2002 with both event study and accounting study. Their results suggest that the stock prices and financial performances of targets improve significantly after M&A deals; but the reverse impact is seen on the bidding companies. Tao Zhu (2006) [11] investigates share price performance in the short and long run of M&A and find that in the short term the share price of the acquiring firms will gain extraordinary returns, but in the long term the acquiring firms' shareholders will lose significantly. Xiaoping Liu, Xiaowei Huang, Hongyu Guo (2009) [12] use the theory of industry life cycle (ILC) and multivariate linear regression method to examine 749 M&A samples chosen from Shanghai Stock Exchange and Shenzhen Stock Exchange with the sample period from 1998 to 2004. They find the performance of M&A has something to do with ILC.
Effects of Internal Control
In July 1978, a report of the Cohen Commission was to appeal the regulatory authorities to promote the enhancement of the supervision of the internal control. [16] indicates that the SOX and regulatory actions may prompt the disclosures about insider transactions. Wanfu Li, Bin Lin and Lu Song (2011) [17] find that strengthening the construction of firms' internal control is an important way to promote the investment efficiency.
Some other literatures, however, show that the SOX sometimes has an negative effects on firms' performance. Patterson E.R., Smith J.R. (2007) [18] find that SarbanesOxley does not necessarily induce higher levels of control testing. The implementation of the internal control provisions increases the risk and cost of audit. Engel E., Hayes R.M., Wang X. (2007) [19] conclude that SOX has affected firms' going-private decisions and Zhang I.X. (2007) [20] finds that the mandate of an internal control test results in significant cost savings. Gao F., Wu J.S., Zimmerman J. (2009) [21] indicate that SOX results in the unintended consequences that small companies have incentives to stay small to be exempted from costly regulations.
Comments on Prior Research
We can summarize that foreign scholars have done research on M&A very early and from different aspects. Their conclusion is that acquired firms could gain from M&A in short term. But the results of the question that whether acquiring firms can benefit from M&A are somewhat mixed. As for the studies on internal control, the majority of authors find that the SOX and a sound internal control system will play a positive role in enterprises operating activities though the implementation of the internal control provisions may increase the cost of audit. We can learn from the extant literature that the higher internal control quality will be more likely to improve the operating efficiency and effectively reduce the risk of investment.
Hypothesis
According to the foreign extant literature, there are two main factors leading to the poor performance of M&A. One reason is that the motivation of M&A is not strategic, and the other one is the risk of complex process of mergers and acquisitions. Amihud Y., Lev B. (1981) [22] indicate that managerial motive for conglomerate merger is to decrease their largely undiversifiable employment risk. Roll (1986) [23] argues that bidding firms may pay too much for their targets in the hubris context. Shleifer A., Vishny R.W. (1989) [24] find that managers can entrench themselves by making manager-specific investments that make it costly for shareholders to replace them. Morck R., Shleifer A., Vishny R.W. (1990) [25] conclude that managerial objectives may drive acquisitions that reduce bidding firms' value. Xin Zhang (2003) [10] indicates that the flawed decision-making mechanism (hubris hypothesis and agency motives) can explain why purchasing companies lose value in M&A deals. Xingze Wu (2010) feels that the majority of Chinese M&A activities are not driven by strategic objectives and short of rational planning process.
On the other hand, another factor impacting performance is the complexity of the M&A process. Grubb T.M., Lamb R.B. (2001) [26] in their book indicate that the complexity leads 80 percent of mergers to fail. Gongrong Chen and Zhiqun Ai (2002) [27] believe that M&A is a high-risk investment activity and the risk exists in the whole process. Zhaoyang Xu (2005) [28] analyzes the risk originated from the four steps of the M&A process. Lei Chen (2007) [29] regards the whole process of M&A as a very complex project, she states that the more complex the operation is, the greater need to strengthen internal control. Xuyong Xu (2009) [30] believes that currently Chinese bidding companies are short of the awareness of risk assessment and risk management mechanism in the M&A process.
Too many factors should be considered before launching deals, for example, managers are supposed to check whether the objective of M&A is consistent with the firms' long-term goals. Obviously, the higher internal control quality means that firms can alleviate the risk to some extent brought by hubris hypothesis and agency problem. Even, higher internal control quality means information about M&A could be kept from insider trader to prevent stock price fluctuating sharply.Yongmei Cui, Xuan Yu (2011) [31] and Xiaoying Lu (2011) [32] indicate that internal control is an effective means of risk management. Therefore we assume that before and during the process of merger and acquisition, the risk assessment, systematic control activities and effective communication in firms could alleviate unnecessary losses, even improve the performance of M&A.
Hypothesis 1: the long-term performance (accounting rates) is positively related to the internal control quality. This means that firms with higher quality of internal control could create more value for their shareholders in the long term through the M&A activity.
Hypothesis 2: the short-term performance (CAR) is positively associated with the internal control quality. This means that acquirers with higher quality of internal control would gain more cumulative abnormal returns after announcements in the stock markets. Or in other words, stock investors prefer the acquisition activity launched by firms which own better internal control system.
Research Design
Sample
Our sample originate from the CSMAR (China Securities Market & Accounting Research) Mergers & Acquisitions Database including all nonfinancial Chinese listed firms (i.e., acquirers) on SZSE and SSE in the fiscal year of 2010 because we require financial reports to construct the Internal Control Quality Score (ICQS). We choose the year 2010 because prior that time Chinese listed firms were not subject to the additional reporting until Basic Norms for Enterprise Internal Control issued by five departments (i.e., China Securities Regulatory Commission and the Ministry of Finance and so on). The restriction results in an initial sample of 338 deals which are completed. Then we remove 212 observations lacking the data to conduct our empirical tests. Finally, 126 observations are used in our analysis.
The annual reports and data used in this paper are coming from CSMAR Mergers & Acquisitions Database (www.gtarsc.com), website of SZSE (www.szse.cn) and website of SSE (www.sse.com.cn). We use SPSS 18.0 to analyze data.
The Internal Control Quality Score (ICQS)
According to the prior literature (Hongxing Fang (2011) [33] ; Xiaoyin Lu (2011) [32] ), we use content analysis based on the firms' financial reporting to develop a measure of ICQS to test our hypothesis. We design an evaluation criterion (Table 1) to calculate the ICQS. And we define ICQS according to the equation: ICQS = ICQ/ TICQ. ICQ means scores of every item of internal control information disclosed in annual reports and TICQ means the maximum score (TICQ = 12).
The Performance of M&A
There is a rich literature on the performance of M&A drawn on two principal sources of statistical evidence: stock market returns (event study) and accounting rates of return derived from firms' annual reports. The event study and accounting study are often used to measure the short-term and long-term performance of M&A respectively. We intend to conduct our analysis with both methods.
Accounting Study
Xiao Chen and Xiaoyue Chen (1999) [34] through empirical study conclude that despite the accounting rates of return are often manipulated, the substantive impact of events will eventually be exposed in the accounting statements in the long-term. According to prior research (Palepu (1986) [35] , Xin Zhang (2003) [10] ), we use ROE and EPS to measure the performance of M&A.
In order to eliminate the effects of macroeconomic environment and industry changes as far as possible, we refer to the research method (Barber, Lyon (1996) [36] ) to provide a benchmark against which sample firms can be compared. The specific steps are as follows: 1) for each of firms in the samples we choose all other listed companies in the same industry as comparison group; 2) then we develop a control group matched sample firms to other similar-size firms on the basis of pre-event total assets (25% -200%); 3) the third step of developing a control group that we consider matched sample firms to other firms with more similar pre-event performance, we regard the accounting rates (ROE) as the standard rate; 4) then the accounting rates of sample minus the accounting rates of control group respectively are the adjusted accounting rates to measure firms' performance. There are some other factors that can impact on the performance of M&A. Banz (1981) [37] finds that smaller-sized firms have had higher risk adjusted returns, on average, than larger firms. Ronggang Zhang (2006) [38] indicates that risk exists in the merging progress of financial leverage. Linghong Xie (2011) [39] concludes that the times of continuous M&A may affect the performance of M&A. Zhaohui Hu (2007) [40] discovers that the independent group has a positive impact on the performance of M&A, but not significant statistically.
In order to control for other factors related to the performance of M&A, we conduct a multivariate analysis by estimating the following logistic regression: 
Event Study
We use event study to assess the short-term impact of M&A announcement on the value of a firm. The basic idea is to find the abnormal return which is the difference between the actual return of a security and the expected return. Then we sum all abnormal returns to calculate the Cumulative Abnormal Return (CAR) to investigate the stock market response to the firm's M&A activity.
We use the market model to calculate the abnormal return and CAR. The market model is one of the benchmarks in measuring abnormal returns with daily data, with adjustments of daily closing prices for stock dividends and splits. (Wong A., Cheung K.Y. (2009)) [41] The market model which indicates a linear relationship between stock returns and returns on a market portfolio. We follow the methodology used by Xiaoping Liu (2009) [12] that a maximum of 271 daily return observations are used for the period around the event. The estimation period is (−240, −41), and (−30, 30) is designated as the event period. The day t = 0 is the announcement day.
Abnormal returns are computed as the difference between actual returns and estimated expected returns:
jt R is the daily rate of return on security j on day t and is the daily rate of return on market index on day t.  is a constant term, j  is a covariance between jt R and mt . jt R  is a model error term of security j on day t. We use Equation (2) to calculate the j  and j  . The interval for the Equation (2) is [−240,
The interval for the Equation (3) is [−30, 30] . jt is the daily rate of return on security j over day t. j R   and j   are estimated parameters j  and j  . jt is the estimated abnormal return for security j over day t.
We use Equation (4) to calculate the average abnormal return. N is the number of firms with return data on day t.
In order to examine the cumulative effect of events, the cumulative average abnormal returns (CAR) are produced. 30 30 1
CAR
Then, we could examine whether there is a significant difference between CAR and 0. If the CAR is positive and statistically significant, then we could conclude that the firms' shareholders benefit from the events in the stock market in the short-term. If the CAR is negative and statistically significant, then we could conclude that events could cause losses to shareholders in short-term.
According to the mean of ICQS    of the whole sample, we divide into two sub-sample. If ICQI j   , then the firm j would be regarded as a company enjoying a better internal control quality. If ICQI j   , then the firm j would be regarded as a company enjoying a worse internal control quality. Table 2 displays the descriptive statistics for the variables used in the empirical tests. The minimum of ICQS is 0, the maximum is 0.9167, the mean is 0.4557 and the standard deviation 0.2370, which means the internal control quality of Chinese listed firms vary a lot and the average level is not very high. The mean of ROE 0, ROE 1 and EPS 1 are all less than 1, except that EPS 0, which suggests that acquiring firms could not benefit from M&A. The minimum of MSIZE is 0.00008 and the maximum is 0.5534, which shows that the scale of M&A in china vary a lot. The mean of LEV shows that the level of financial leverage of Chinese acquirers is slightly high. The minimum of times of M&A in recent three years is 0, and the maximum is 12, which indicates that most acquiring firms had merged or acquired before this time. The INDI shows that acquirers all own the independent director system.
Empirical Results
Descriptive Statistics
Accounting Rates of Return
Correlation Analysis
We use Pearson correlation coefficient to test collinearity between variables. Collinearity doesn't exist if the correlation coefficient is less than 0.8. The Table 3 provides the significant level and the correlations between variables. To facilitate discussion, we focus on the correlation coefficients. ICQS is significantly positively correlated with ROE 0, ROE 1, EPS 0 and EPS 1, and negatively related to MSIZE, LEV and INDI, but not significant statistically. LEV is positively related with ROE 1, EPS 0 and EPS 1, but also not significant statistically. TIMES is negatively and significantly correlated with ROE 1 and EPS 1, which indicates that too many times of M&A may lead to decline in firms performance. INDI is positively and significantly related with EPS 0 at the 0.1 confidence level. These statistics indicate that it is important to control for these characteristics when examing the relation between the acquirers' performance of M&A and the internal control quality. Table 4 presents the results of linear regression that examines the relation between the internal control quality and the performance of M&A (ROE 0, ROE 1, EPS 0 and EPS 1). The model 2, model 3 and model 4 are statistically significant (F-value > 3). When adding control variables, in model 1 the ICQS is positively and significantly associated with ROE 0 at the 10% level, in model 2 is associated with ROE 1 at 5% level , and in model 3, model 4 are related with EPS 0 and EPS 1 at 1% level respectively. The significant positive coefficients on ICQS in four models support our hypothesis that acquirers with higher quality of internal control are more likely to benefit from M&A than others. In addition, we compared the coefficients of ICQS in four models and we found that the coefficient in model 2 is greater than that in model 1, also coefficient in model 4 is greater than that in model 3. We concluded that the impact on performance of M&A in second year was greater than the event year, indicating that acquirers with higher quality of internal control are more likely to enjoy strategic motives to launch the M&A. obtains the CAR of −2.87%. These CARs are all statistically significant at 1% level. We also analyzed abnormal returns during the pre-announcement period (−30, −3), announcement period (−2, 2) and post-announcement period (3, 30) respectively. fluctuates smoothly at the top. The line in the middle is the fluctuations of CAR of total sample. The bottom line increases firstly and reaches a peak during the announcement period, then decreased rapidly until the last. Investors would be more likely to take advantage of M&A whose acquirers with lower internal control quality for speculation and lift share price, then sell stocks quickly after the event ends. Lower internal control quality means there are some defects existing in the management process. Insider trader is easier to get the message which is supposed to be secret. On the other hand, we concluded that the stock market is more optimistic about the performance of M&A launched by firms with higher internal control quality. 
Linear Regression Results
Stock Market Returns
Conclusions
Our study provides evidence that acquirers with higher quality of internal control would be more likely to benefit from M&A activities and create more value for the companies and its shareholders. First, we document that prior research on performance of M&A and the effects of internal control. Second, we elaborate the possible impact of internal control on the performance of M&A and then we put forward our hypotheses. Third, we do research on 126 Chinese listed acquirers with accounting study and event study. Specifically, the result of accounting study indicates that the internal control quality is positively and significantly associated with accounting rates. The result of event study shows that the internal control quality also exist positive impact on acquirers' share price. Acquirers enjoying higher quality of internal control often means they operate with a healthy and systematic mechanism. Firms with better corporate culture, human resources, risk management, supervisory mechanism and communication are more likely to succeed in many ways including M&A activities. On the other hand, we conclude that the stock market is more optimistic about the performance of M&A launched by firms with higher internal control quality. These firms often give top priority to the interests of the company and the shareholders. Future research can explore how the quality of internal control affects the performance of different kinds of M&A.
